WASHINGTON STATE DEPARTMENT OF REVENUE

SPECIAL NOTICE December 21,2005

For further information contact:
Telephone Information Center Alternate Formats (360) 705-6715
1-800-647-7706 or (360) 705-6676 Teletype 1-800-451-7985

Apportionment - Approved Methods

The Department of Revenue revised WAC 458-20-194 effective January 1, 2006 to prescribe methods for apportionment
of income taxable under the service and other activitiesB& O tax classification. This Special Notice providesinstructionson:

€ who must use separate accounting, and
€ who can use the new cost method to apportion thisincome.

Licensed boarding homes and international investment management businesses al so use the apportionment methodsdis-
cussed here. Where this Special Notice addresses apportionment of income taxabl e under the service B& O tax classification,
it also appliesto the apportionment of income of licensed boarding homes and international investment management busi-
Nesses.

NOT E: The apportionment methods prescribed under WA C 458-20-194 do not apply to financial institutionsrequired to
apportion income under WA C 458-20-14601.

When apportionment is required

You must apportion income taxable under the service and other activities classification of the businessand occupation (B& O)
tax if you generate such income from services performed both within and outside of Washington.

A separate accounting method must be used if you have records that provide an accurate reflection of the grossincome from
Washington activities. However, whereit isnot practical for you to apportion by separate accounting or the separate account-
ing isnot accurate, acost basis method of apportionment must be used.

Separate accounting methods

"Separate accounting” refersto amethod of accounting that accurately segregates and identifies sourcesor activitiesthat
generateincomewithin the state of Washington.

Separate accounting:

€ Must be used when you have recordsthat allow for the segregation of in-state activities and theincome generated from
thoseactivities.

& Linkstaxableincometo activitiesoccurring in aparticular state.

& |sdistinct from cost apportionment, which assigns a portion of worldwide income to Washington, based on aratio or
formula
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Approved methods of separate accounting
BillableHours

Billable hours may be used to apportion income when abusiness charges clients an hourly rate for services per-
formed. The placethe services are performed by the employee, contractor, or other individual whosetimeishbilled,
must be reasonably ascertainable. You must report the gross amount received from hoursbilled for services per-
formed in Washington.

Specific Projectsor Contracts

A business may assign revenue from specific projects or contracts, in or out of Washington, by the primary place of
performance.

For example, aconsulting businesswith no other presence in Washington agreesto provide on-site management
consulting servicesfor aWashington business, and receives $500,000 in payment for the project. The consulting
business must report $500,000 in gross income to Washington.

Accuracy

A separate accounting method isaccurate only if the activitiesthat significantly contribute to income production can
be geographically identified and segregated. For example, if aWashington-based investment advisor providesadvice
to only Washington clients, but performsthe due diligence and research that is both necessary and required of
investment advisorsin another state, separate accounting cannot be used. But if the only out-of-state activitiesare
billing clientsand mai ntenance of businessrecords, then separate accounting would be accurate.

Cost apportionment method

Cost-based apportionment method assigns a portion of worldwide service income to Washington based on aratio or
formula. Cost apportionment is allowed where you do not have recordsthat allow for separate accounting of
Washington income or separate accounting isnot accurate.

The cost ratio isthe cost of doing businessin Washington divided by thetotal cost of doing businessworldwide.

Thecost ratio iscalculated asfollows:

€ Thenumeratorisall costs specifically assigned to Washington, plusall costs assigned to Washington (WA) by
formula(see section "CostsAssigned by Formula' on page4).

€ Thedenominator istheworldwide costs of the activity to be apportioned for the tax period.

€ Thecost ratio isbased on costsfor the most recent full fiscal year for which informationisavailable, unless
thereisasignficant changein business activities.

Cost Ratio = Specifically Assigned WA Costs + WA CostsAssigned by Formula
Worldwide Costs

Theincome attributabl e to Washington isthe total incometimesthe cost ratio.

WA Income = Tota Income X Cost Ratio
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Excluded expenditures
Thefollowing are examples of expendituresthat are not included in the cost ratio:

Costsexclusively related to non-service activities (retailing, wholesaling, manufacturing costs);
Expendituresthat exchange one business asset for another;

Expendituresthat reflect arevaluation of an asset not consumed in the course of business;
Expendituresfor federal, state, or local taxes measured by grossor net businessincome;
Expendituresfor acquiring abusiness by merger or otherwise, including financing costs.

The cost of acquiring assetsthat are not depreciated or amortized, such asland and investments;
L osses on the sal e of non-depreciabl e assets.
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Specifically assigned costs

Property costs (for real or personal property), employee costs, and certain paymentsto third parties are specifically
assigned asfollows:

Property costs- Real or tangible personal property costs are defined to include:

Depreciation per taxpayer's books and records;
M aintenance costsfor specific property;
Insurance costsfor specific property;

Utility costsfor specific property;

Leaseor rental paymentsfor specific property;
Interest costsfor specific property;

Warranty costsfor specific property; and
Taxesfor specific property.
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Real or tangible personal property costsare assigned to thelocation of the property. An automobileassignedto a
traveling employeeisassigned to the state to which the employee's compensation is assigned (see next section) or to
the statein which the automobileislicensed.

Employee costs

"Compensation" meanswages, salaries, commissions, and any other form of remuneration paid or accrued to
employeesfor persona services. Employer contributionsunder aqualified cash plan, deferred arrangement plan, and
nonqualified deferred compensation plan, are considered compensation. Stock-based compensationisconsidered
compensation under thisruleto the extent that it isincluded in grossincomefor federal incometax purposes.

"Employee" meansany individual who, under the usual common-law rules applicablein determining the employer-
employee relationship, hasthe status of an employee. It does not include corporate officers.

Employee costsinclude all compensation paid to employees. In addition, employee costsinclude the employer's
share of all employment-based taxes and other fees, such as payments related to unempl oyment compensation, labor
and industriesinsurance premiums, and the employer's share of Social Security and Medicare taxes. Employee costs
are assigned to Washington if you report the employee's wages to Washington for unemployment compensation
pUrposes.
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Representativethird-party costs

"Representativethird party" includes an agent, independent contractor, or other representativewho provides
serviceson behalf of the taxpayer directly to customers.

Paymentsto arepresentative third party are assigned to the third party's place of performance. For example, if a
business subcontracts with arepresentative third party to provide servicesonitsbehalf fromaCalifornialocation,
the cost isassigned to California. Thisistrue evenif thethird party provides services to Washington customers.
Conversely, the cost of compensating arepresentativethird party who provides servicesto Californiacustomers
from aWashington location, isassighed to Washington.

Examples of specifically assigned costs

(1) X, aWashington business, hires you (Taxpayer) to design and write custom software for adocument manage-
ment system. You subcontract with Z, whose empl oyees determine the needs of your client X, negotiate a statement
of work, write the custom software, and install the software. Z's employees perform all of these services on-site at
the X business|ocation.

Your paymentsto Z arerepresentativethird-party costs specifically assigned to Washington. Thisisbecause
your representatives (Z) provided servicesdirectly toyour customer (X) in Washington.

(2) You (Taxpayer) are aservice provider, and you subcontract with A, who agrees to maintain a customer service
center where staff will answer telephone calls about your services. A then subcontractswith B, whose employees
actually respond to questions from aphone center located in California.

Your paymentstoA are specifically assigned to California. Thisisbecause your representatives (A) subcon-
tracted with B to providedirect contact with your customersfrom alocation in California.

Costsassigned by formula

Costsnot specifically assigned and not excluded from consideration, per the above discussion, are assigned by
formula. These costs are multiplied by theratio of salesin Washington over sales everywhere.

Costsassigned by formula = Other Costs X Washington Sales
Total Sales

Sales are assigned to where the customer receives the benefit of the service. If thelocation where the services are
received isnot easily determined, the services are attributed to the location of the customer's office from which the
serviceswere ordered in the regular course of the customer'strade or business. If the ordering office cannot be
determined, the services are attributed to the customer's office where the services are billed.

For example, if abusiness has $1,000 in "other costs," and sales of $10,000 in each of four statesin which it has
nexus under Washington standards (including Washington), 25 percent (10,000/40,000), or $250 of those costs, are
assigned to Washington.

Under the method described above, if asaeisattributed to alocation where the taxpayer does not have nexus under
Washington standards, the sale must be excluded from both the numerator and denominator of the salesratio. For
the purposes of this cal culation only, the department will presume ataxpayer has nexus anywhere the taxpayer has
employees or real property, or where the taxpayer reportsincome or business activity taxesin the state. The burden
ison the taxpayer to demonstrate nexus existsin other states.
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Calculating and reporting Washington income and the apportionment deduction

To determine what portion of your worldwideincomeistaxablein Washington, you must first determine the cost
ratio asfollows:

Cost Ratio = Specifically Assigned WA Costs+ WA CostsAssigned by Formula
Worldwide Costs
Then you multiply the cost ratio times your worldwide serviceincome to determine your Washington income:

Washington Service Income = Cost Ratio X Worldwide Service Income
Excisetax returnreportinginstructions

For purposes of reporting on the excise tax return, under the "service and other B& O tax classification," or other
appropriate B& O tax classification asdiscussed above, do thefollowing:

1. Report Worldwide Servicel ncomein Column 1 (GrossAmount),

2. Report the difference between Wor Idwide Service | ncome and Washington Servicelncomein Column 2
(Deductions). Also report thisamount on the deduction detail sheet on deduction code 0404 Interstate & Foreign
Sales (A pportionment)

3. Report Washington Servicelncomein Column 3 (Taxable Amount)

4. Multiply the Taxable Amount by 1.5 percent to determine thetax duein Column 5. (Licensed boarding homes
and international investment management businesses usethe appropriatetax ratefor your activity.)

The Department will conduct a series of workshops on the new apportionment
methods discussed in this notice. To request a workshop in your area, go to
our web site at http://dor.wa.gov/ and go to “Workshops” near the bottom of
the page. Under “Future Tax Workshops,” click on “Request a Workshop”
and register to request an “Apportionment” workshop in your area. Depending
on the number of persons that request a workshop in your area, we will
consider setting up a workshop near you. If there is enough interest in your
area, we will arrange a time and place for the workshop(s) and will contact
those that have signed up by e-mail to inform them of the details.

To inquire about the availability of this document in an alternate format for the
visually impaired, please call (360) 705-6715. Teletype (TTY) users please call
1-800-451-7985.
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